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A Discussion of Surplus with Reference to
Surplus Available for Dividends
By Henry T. Chamberlain

Definition of Surplus

“Surplus” defined, is that portion of the net worth of a busi
ness which is the excess of the total assets over the outside liabili
ties and the outstanding capital stock. It is a common practice to
divide by terminology the surplus of a business into two amounts,
terming one amount “undivided profits” and the other “surplus”
in order to convey the idea that the undivided profits may be
distributed as dividends, and that the surplus will remain as a
permanent investment in the business. There appears to be little
justification for this division by terminology, since the same pur
pose can be accomplished by calling the entire amount surplus,
which would be quite accurate, and then earmarking it to show the
amount available for dividends and the amount reserved for other
purposes. In the interest of establishing a standard terminology,
the use of the term “undivided profits” should be discontinued.
The weight of authority is in favor of using surplus alone to
represent the excess of the net worth over the outstanding capital
stock.

Sources

of

Surplus

Many names have been applied to the different sources of
surplus, such as “earned surplus”, “paid-in surplus”, “donated
surplus”, “capital surplus” and “unearned or unrealized
surplus”.
Earned Surplus

The most common source of surplus is the regular operating
earnings of a business, this surplus being known as “earned”,
although seldom so designated in the accounts. All the earned
surplus is available for dividends unless restricted by contract
with creditors or by statute. An example of such restriction by
statute is found in the national banking act which provides that
every six months national banks shall set aside ten per centum of
the earnings of the preceding six months, as a permanent addition
to surplus, until the amount so set aside reaches one-fifth of the
par value of the capital stock.
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Paid-in Surplus
Paid-in surplus, as the name implies, is surplus contributed by
the stockholders, which is sometimes called “contributed sur
plus.” A common example of paid-in surplus is the premium
paid on original stock subscriptions. There are many reasons
why surplus is paid in by the stockholders. The desirability of a
certain class of stock may be the motive for paying a premium on
that stock. In financial institutions where stockholders are
subject to a double liability on the par value of their capital stock,
it is common to find a large paid-in surplus. The reason is
obvious: the desired capital is obtained and the double liability
of the stockholders is lessened. To illustrate, if the desired
capital was $100,000 the corporation would be organized with a
capital stock of $50,000, which would be subscribed for at $100,000, and in case of dissolution, if the assets were insufficient to
satisfy the outside creditors the stockholders would be liable for
only $50,000.
The statutory law of the state governs the availability for
dividends of paid-in surplus. Just what the statutes mean is
often difficult to determine, and related court decisions are few.
The often-questioned moral right to pay a dividend out of paid-in
surplus when such is legally permissible can not be determined
without taking into consideration existing conditions. Where
premium on stock is paid under a contract with the corporation
that the premium is not to be available for dividends, such
premium should be credited to a surplus account designated to
show such surplus as unavailable for dividends.
Capital Surplus

The term “capital surplus” is often used to designate surplus
unavailable for dividends. (Let us ignore for the time surplus
not available by reason of contract with creditors, which is
segregated from ordinary surplus as appropriated for contract
purposes.) However, the unavailability of capital surplus for
dividends is seriously questioned by many accountants.
Surplus arising from the sale of capital or fixed assets is often
credited by accountants to capital surplus. The availability of
such surplus for the payment of dividends is unquestioned, yet
many accountants are opposed to paying dividends from any
funds other than surplus arising from the regular operations of the
418
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business. It might not be wise to pay dividends out of surplus
arising from the sale of fixed assets, particularly if the company
intends to purchase similar assets at the prevailing market prices,
but this does not affect the legal possibility of using such surplus
for dividend purposes. Such a surplus sometimes arises because
of excessive depreciation charges in the past. Where this condi
tion obtains, there appears to be no reason for any distinction, as
far as dividends are concerned, between capital surplus and sur
plus arising from the regular operations of the business. But
whether or not the profit from the sale of a fixed asset is caused by
excessive depreciation charges in the past, or is a reflection of an
advance in the market price of an asset, the profit is a true one
and is, therefore, available for dividends. In paying a dividend
from such surplus it might be well to identify the dividend in
order that the stockholders may recognize it as a dividend paid
from profits other than those arising from regular operations.
On the foregoing basis, paid-in or donated surplus when not
available for dividends may be considered as capital surplus.

Donated Surplus
A community will often make a gift of a tract of land to a
corporation in order to induce the corporation to build in the
town. Such gifts are usually conditional, depending upon the
erection of a factory by the corporation and the employment of a
specified number of men for a specified length of time. After the
conditions have been fulfilled the surplus created by the gift is
legally available for dividends.

Unearned Surplus

While the term “unearned surplus” is sometimes used, it
is in itself confusing unless it is meant to designate a surplus
not arising from operating earnings. A better term would be
‘‘unrealized surplus ”.
In a discussion of surplus it is necessary to consider appraisal
valuations and their relation to surplus. It is quite a common
practice, although erroneous, when the book values of assets are
written up to conform to market values, to make the offsetting
credit to the general surplus account. An unrealized increase
in the values of assets is not surplus. The general surplus account
should be an expression of realized values only. To credit the
increase to unrealized surplus is correct, but the term is
419
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intrinsically unsatisfactory. To credit the increase in values to
“ surplus—appraisal valuation ” is at once definite and clear.

Reserves—Operating

and

Non-operating

In a discussion of the special phases of surplus it is also neces
sary to consider the correlated subject of reserves. Reserves are
classified as operating or profit-and-loss reserves, and non-operat
ing or surplus reserves. Operating reserves, as the name implies,
are reserves created by offsetting charges against operations.
Non-operating reserves are created by offsetting charges against
surplus. Both classes of reserves have one characteristic in com
mon—they both represent accounts having credit balances. Oper
ating reserves should represent actual liabilities that have been in
curred, the amount of which is not certain, or an actual reduction
in the value of an asset, the amount of which is only an estimate.
A reserve should not be created for an amount that is certain.
The creation of effective operating reserves demands capable
judgment. If a reserve is created which is much larger than
actually required, the operating profits will be reduced by the
amount of the excess, which may work an injury to the stock
holders. On the other hand the creation of inadequate reserves
or the failure to create a reserve when one should be set up may
result in an impairment of capital stock.
As unrealized appreciation in the value of assets has been men
tioned previously, it is well to consider the reserve for deprecia
tion on an asset whose value has been written up. When the
value of an asset has been written up to conform to market
values, and the periodical credits to the reserve for depreciation
are based upon this value, the question then arises as to how the
charge offsetting the credit to the reserve should be made.
Should operations be charged with depreciation based on actual
cost, or should the operating charge be based upon the appraised
value? If operations are to be charged with depreciation based
upon actual cost, an additional charge for the depreciation on the
excess of appraisal value over cost value must be made to the
account representing the unrealized increment; these two charges
will offset the credit to the reserve for depreciation. If operations
are to be charged and the reserve for depreciation credited with
depreciation based upon the appraised values, another entry
must be made charging the unrealized-increment account and
crediting surplus for depreciation on the excess of appraised values
420
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over cost. It will be noted that the net result, as far as the total
credit to surplus is concerned, is the same under both methods.
Accountants who are opposed to this second method argue that
by charging depreciation on replacement values the cost is over
stated. This is all very true if actual cost is meant, but actual
cost is of minor importance as compared with current cost. Costs
based upon values which prevailed fifteen years ago are not good
costs. Some of the reasons for depreciating assets on replacement
values are that the costs are then comparable with the costs of
other concerns in the same industry which have purchased assets
at current prices, and if the concern is one which bases its selling
price on cost, current cost should be the basis.
Accountants have held for years that dividends should not be
paid from unrealized profits, but there is nothing wrong in paying
a stock dividend from unrealized profits. By distributing the
unrealized profit as a stock dividend the interests of the creditors
are not affected unfavorably and the position of the concern is
somewhat improved. If the unrealized increment is distributed
as a stock dividend the possibility that it may ever be distributed
as a cash dividend is eliminated, and the operations of the concern
will be put upon a more sound financial basis because depreciation
charges will then be made with the prospect of eventual replace
ment of the asset at current prices. To illustrate, let us assume
the following balance-sheet:
Assets
Machinery..................

Liabilities
Capital stock.............
$100,000.00

$100,000.00

The asset appearing in the balance-sheet is practically new, having
been purchased at a forced sale. The remaining life of the asset
is five years, and the current replacement price is $200,000.
This concern depreciates its asset on actual cost, and all available
earnings are distributed as dividends. At the end of five years,
the balance-sheet is as follows:
Assets
Cash............................

Liabilities
Capital stock............. $100,000,00

$100,000.00

Now it is necessary to replace the asset at the current price, with
the following effect on the balance-sheet:
Assets
Machinery..................

Liabilities
Capital stock............. $100,000.
Notes payable...........
100,000.

$200,000.00

$200,000.00
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In this concern the working capital is a negative quantity.
Now, suppose the firm had written up the value of its asset and
had declared a stock dividend when it was known that a perma
nent increase in the value of the asset had taken place. The
balance-sheet would have been as follows:
Assets
Machinery..................

$200,000.00

Liabilities
Capital stock............. $200,000.00

At the end of five years the balance-sheet would have been:
Assets
Cash.............................

$200,000.00

Liabilities
Capital stock............. $200,000.00

It will be seen from this balance-sheet that there would be suffi
cient assets on hand to replace the machinery at the advanced
price. Accountants should frown on the practice of writing up
the values of assets, and on the declaration of stock dividends,
unless it is felt that permanent increases in values have occurred.
Accountants who are opposed to depreciating assets on replace
ment values and distributing a stock dividend for the excess of
replacement value over cost might contend that surplus legally
available for cash dividends will be reduced by the amount of
$100,000. But this should not be an objection to the method
outlined if we recognize the distinction between legal availability
and financial availability. As pointed out elsewhere in this paper,
there are few, if any, concerns which could distribute their entire
surplus and survive. Again, it may be argued that in a manu
facturing concern an unrealized profit is present in the inventories
of manufactured products due to the overstatement of actual
cost. This objection can be met by the creation of a reserve for
unrealized profit in inventories. It can not be denied that the
procedure outlined is good financial practice, and it entails nothing
unsound from an accounting standpoint.
In speaking of appraisal valuations, there is another term
which needs some consideration, namely, realized appreciation.
It should be clearly understood that appreciation can not be
realized unless the asset is sold. The term “realized apprecia
tion” as ordinarily used, refers to the recovery of the excess of
March 1, 1913 values over cost, by depreciation charges for
income-tax computations.
A non-operating reserve is one created by an offsetting charge
against surplus. Non-operating reserves may be created volun422
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tarily or may be created in compliance with some statute or con
tract with creditors. The creation of non-operating reserves
amounts to nothing more than earmarking the surplus. It should
be remembered that a board of directors has the power to transfer
the amounts in the reserves back into general surplus and to dis
tribute the amounts as dividends, provided there is no contract
or statute to the contrary. This power is often employed by
boards of directors to establish a regular dividend. In years
when the profits are large, reserves are created out of surplus,
thus apparently reducing the amount of surplus available for
dividends. A reasonable dividend will then be paid out of the
“available” surplus. In years when profits are lean or losses
are incurred, the board of directors may transfer amounts from
the non-operating reserves to general surplus and pay a dividend
from these amounts, thus maintaining their dividend policy.
Reserves created by contract with creditors have been referred
to previously in this paper. When a bond issue is floated the
trust indenture usually provides for the payment to a trustee of
an amount of money at stated periods, which, accumulated at
compound interest at a given rate per centum, will be sufficient
to liquidate the debt at its maturity. Such a fund is called a
sinking fund. In addition to a sinking fund the trust indenture
may also provide for a sinking-fund reserve, which is created by
a charge against surplus and a credit to the sinking-fund reserve
account. The sinking-fund reserve is usually built up at the
same rate as the sinking fund. If the trust indenture provides
for a sinking-fund reserve the board of directors is powerless to
declare a dividend from such reserved surplus. The object of
creating a sinking-fund reserve in addition to a sinking fund is
to afford double protection to the bondholders. One might ques
tion the necessity of a sinking-fund reserve in addition to a sinking
fund. But it is possible for a corporation, after floating an issue
of bonds which provides only for a sinking fund, to pay out all
its surplus as dividends, and so to impair its working capital that
it may be forced into bankruptcy. The provision for a sinkingfund reserve prevents a corporation from paying out all its
surplus as a dividend.
It is frequently highly desirable from a business viewpoint to
create non-operating reserves for contingencies, but a board of
directors should not abuse its power to create such reserves
merely to withhold dividends from the stockholders. Nor
423
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should a board of directors break faith with the creditors of a
company by revoking non-operating reserves which were in
existence at the time credit was extended, and upon which the
creditors relied in extending credit.
Non-operating reserves should, however, be created by the
board of directors whenever, in its opinion, such reserves are for
the best interests of the company. Stockholders look longingly
at a large surplus, hoping that it will be distributed as a dividend,
but they often do not realize that a distribution of the entire
amount might wreck the company. There are few, if any, cor
porations which could distribute their entire surplus and survive.
The growth of a business demands the retention of some of the
surplus in order to carry the inventories and accounts receivable
at their maximum.
Let us now consider briefly the status of the surplus of a busi
ness which has outstanding preferred stock of no par value, sub
ject to redemption at a higher price than that paid for the stock.
For example, suppose a company is organized with an authorized
capital of 4,000 shares of common stock having a par value of
$100 a share, and 4,000 shares of participating preferred stock of
no par value, subject to redemption at $100 a share. Further,
assume that the total authorized issue is fully subscribed, the
common stock being sold at par and the preferred stock of no
par value being sold for $300,000. After operating for some
time the company has accumulated a surplus of $200,000. Now
the question is whether the entire $200,000 is available for divi
dends or whether $100,000 of the surplus should be credited to
the preferred-stock account to bring it up to redemption value.
If the company were to liquidate, two entirely different results
would be obtained, depending on the position taken as to the
status of the $200,000 surplus. If it is held that the $200,000
is available for dividends the common stock would receive
$100,000 and the preferred stock would receive $100,000 as a
distribution of surplus; the preferred stockholders would then
receive $400,000, the redemption price of their stock, and the
common stockholders would get the balance, $300,000. In
other words, the net worth of the business before dissolution was
$900,000, and upon dissolution the preferred stockholders would
receive $500,000 and the common stockholders $400,000. But if
it is held that only $100,000 is available for dividends and that
the other $100,000 should be reserved or credited to the preferred424
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stock account, the division of the net worth, $900,000, between
the two classes of stock will be equal.
In the absence of court decisions on this point it appears that
the second procedure outlined is the proper one. Prior to disso
lution the surplus of $200,000 which is shown on the balancesheet is legally available for dividends. If the entire surplus
is distributed before dissolution the preferred stockholders
would receive $100,000 and the common stockholders would
receive $100,000. If the corporation were to dissolve after dis
tributing the surplus of $200,000 the preferred stockholders
would receive $400,000, and common stockholders would receive
$300,000 in payment of the capital stock. In other words, if the
entire surplus is distributed prior to dissolution the common
stock must bear the difference between the redemption price and
the price paid in on the preferred stock. But if the corporation
were to dissolve before declaring the $200,000 surplus as a
dividend a different distribution would result. When a corpora
tion is dissolved a definite liability to the stockholders is incurred
which in the present case would mean that both classes of stock
must be paid in full if there are sufficient assets to pay them after
providing for all outside liabilities, and any excess of assets would
be divided equally among all the stockholders. In the case at
hand the distribution of the net worth would be $400,000 to the
stockholders of each class of stock in payment of the capital stock,
and an additional $50,000 to the stockholders of each class of
stock as a distribution of the excess assets.
A much clearer situation exists in the case of non-participating
preferred stock of no par value. In liquidation the preferred
stockholders would receive their stipulated dividend in addition
to the redemption value of their stock. The balance of the net
worth would then belong to the common stockholders.
Before finishing this discussion there is one more point which
needs consideration—the presentation of surplus in the balancesheet. The surplus should be shown in the net-worth section
of the balance-sheet. It should not be shown as a lump sum.
Under the heading of surplus should appear the amounts reserved
in compliance with statutory requirements or contractual obliga
tions; the amounts voluntarily reserved for specific purposes,
and the amount available for dividends. The total of these
amounts should be added to the outstanding capital stock and
the result, the net worth of the business, extended.
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After all, a balance-sheet is nothing more than a picture of the
financial condition of a business. The accountant is the photog
rapher of this picture, and it is his duty to present a clear, under
standable print. The stockholders are most interested in the
amount of surplus available for dividends, and the creditors in
the amount of surplus reserved. The balance-sheet which does
not show both of these items clearly has lost much of its value
because it does not convey the desired information to either of
the interested parties.
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